S ince the days of the Bretton Woods system of fixed exchange rates and strongly limited capital mobility, global finance has undergone dramatic changes. Today's markets worldwide are largely liberalised and governments, banks and companies from developed and emerging economies alike are able to raise money abroad in ever more sophisticated forms. As a result, international capital flows are much larger than in former times and the quantities of money at risk worldwide are much greater. This produces at least three interrelated problems.
First, low interest rates and few attractive investment opportunities in industrial countries in recent years made international investors increasingly turn to the emerging markets of Asia, Latin America and Eastern Europe. The bulk of those investments are of a short-term nature and can be withdrawn easily at the slightest sign of turmoil. This is making the countries' economies very exposed to capital flight. Second, there is the risk of contagion which does not stop at the doors of the developed world. Experience has shown that, after the outbreak of a crisis, investors tend to cease discriminating between countries, fleeing them one after another without further consideration. When the Thai baht came under pressure in early 1997 it took only a few months for the crisis to spread to most other Asian countries, 1 and its effects were felt in Russia and Latin America, and even in markets in Western Europe and the United States.
The third problem in this context is derivatives trading. Derivatives are instruments whose value is based on an underlying cash market in stocks, currencies, interest rates or commodities. Swaps, futures and options allow institutions to gain leverage and take large market positions with a relatively small capital base. Leverage increases the institutions' exposure to large movements in market prices making them extremely vulnerable to financial -crises. Regulators in this respect focus in particular on one group of market participants, the hedge funds, which due to a combination of attributes arouse special concern.
2 On the one hand, hedge funds are subject to little or no direct regulatory oversight. Operating mostly through offshore centres, they are structured as limited partnerships with investors being institutions and wealthy individuals and securities issued in the form of private placements. On the other hand, hedge funds are subject to very limited disclosure requirements compared, for example, to banks and other publicly traded companies, and they are not rated by credit-rating agencies which further adds to the intransparency in this realm. 
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All this helps explain why recent ideas about regulatory steps to contain international financial instability largely concentrate on short-term flows and hedge-fund activities. However, neither of these lies at the heart of the problem. Hedge funds make for only a small part of the financial community, 3 and shortterm capital movements -leveraged or not -are often only a reaction to developments in other market segments, notably on the currency front. With respect to the latter, a distinction has to be made between the situation of an individual country such as Korea, Thailand or Brazil, whose, financial position may become rather precarious when international investors start panicking, and the overall effects of a crisis on the world financial system, which to a large extent depend on how far the country's currency is involved.
Very often, mounting pressures on a currency, which sooner or later may end up in a free fall of the exchange rate, mark the beginning of a financial crisis and fuel investors' panic in its further course. The higher the pressures on the currency, the stronger the vicious circle of successive rounds of depreciation, domestic failures, economic worsening and investors panicking, the longer will the financial crisis last, the deeper willit be and the greater is the danger of contagion. The sooner exchange-rate expectations turn again, the higher is the chance that the crisis will stay a local phenomenon. Thus, influencing exchange-rate expectations and/or curbing excessive trading in a currency becomes a matter of utmost urgency once crisis has struck. The question is: whose expectations and whose trade? Plus ca change ... Observers and analysts often stress how much financial markets have changed in recent years. There are new regions and countries opening up their markets, new global players such as financial institutions from emerging markets, transnational .corporations and institutional investors, new technologies and ever more sophisticated financial instruments. But they tend to overlook how much, at least in currency trading, market mechanics have stayed the same since the early days. The bulk of trade in the foreign exchange market is still in traditional foreign exchange instruments, that is spot transactions, outright forwards and swaps. In April 1998, global average daily turnover in this market was estimated at US$ 1,490 billion. Over-the-counter (OTC) derivatives other than the traditional instruments (i.e. currency swaps and options) were US$ 97 billion -a small fraction of overall trading (Table 1) . Above all, what has changed is market volume, which grew dramatically over the last decade -far more than international trade and direct investment. In 1985, daily average turnover was an estimated $150 billion, and this was already double the volume of five years before. 4 This growth is one reason why the markets have become more and more volatile, and why traditionally assumed textbook links between exchange rate movements and fundamental economic data are ever harder to nail down.
The divide between 'normal' and 'excessive' trad-\.ing is hard to tell. In principle, 'excessive' refers to some form of currency speculation. There is widespread agreement that speculation has a useful function in adding liquidity to a market in normal times. But there is equal unanimity that, in the fragile environment on the brink of a financial crisis, its effects can become disastrous. In principle, currency speculation, i.e. trading with exchange-rate expectations as the sole motivation, 5 can be done in all three traditional foreign exchange instruments. In order to see how this works it is necessary to have a closer look at the basics of foreign exchange trading. 
A spot transaction is an exchange of two currencies for settlement within two business days. A dealer who buys US dollars against euro spot has an open position in dollar which is exposed to the risk of a change in the exchange rate as long as there is no matching position such as a due dollar payment of equal amount. When the dollar rises against the euro the position can be sold at a higher price. Therefore, if the dollar is expected to rise people may become tempted to buy dollars spot and hold them until their expectations prove right -or wrong. In this, they are not bound to the period of two days. If the exchange rate rises in between, the position can be closed instantaneously by selling the dollars again.
Using spot transactions for currency speculation can become a costly matter for those who are not directly participating in the market because in this case it requires liquidity. For direct market participants such as banks and other financial institutions the situation looks different. When they buy a currency in the interbank market holding it for a short time during the day or overnight, and then sell it again, due to 5 There are several definitions of currency speculation.'In what follows, a speculative foreign exchange position is one that is deliberately established or held without a respective matching position of equal amount and maturity, but of opposite sign, in the same currency. When positions are kept open for very short timespans, dealers in this context also speak of "arbitrage". Initially, arbitrage defined a riskless activity to take advantage of differentials in the price of a currency in different markets. Nowadays, those occasions have become rare, and the bulk of "arbitrage" taking place means the exploitation of price differences in time which -albeit for minutes or hours -necessarily involves keeping the position open, i.e. exposed to currency risk.
established customs it is only the difference, i.e. the gain or loss, that has to be paid. This gives them a high degree of flexibility.
An alternative for bank customers who in a spot transaction have to pay fully for a currency they want to hold is a forward transaction. This is an exchange of two currencies for more than two business days at a rate fixed at the time the transaction is agreed with maturities stretching days, months or even years into the future. There are specific exchange rates for each forward maturity. Again, as long as there is no matching position of equal amount and maturity, but of opposite sign, in the same currency there is an exposure towards risk which can be exploited for currency speculation. Forward transactions have the advantage that in this market -comparable to the interbank spot market -generally no accounts are debited or credited, that is no money actually changes hands, until the maturity date. Their main disadvantage is low flexibility. Due to the longer period the risk.of inverse price movements is higher. In addition, in practice, forward contracts are mostly tailormade to meet customers' needs with non-standard amounts or maturities which makes it difficult to unwind exposures. And a smaller number of participants and lower volumes in this market segment 'imply somewhat less competitive pricing '. 6 Both spot and forward positions need not be • closed at maturity but can be prolonged by a transaction known as a foreign exchange swap. A swap is an exchange of two currencies for a specific period and a reversal of that exchange at the end of the period consisting either of a combination of a spot Jan Evers/Udo Reifner (Hrsg.)
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and a forward leg or of two forward transactions with different maturities. 7 For example, in a euro/dollar spot against forward swap transaction a dealer may buy the euro for in two days at an agreed spot rate selling it simultaneously back for in a week, a month, or three months. The loss or gain in this case is fixed and known: it is determined by the swap rate, i.e. the difference between the spot and the forward rate. Due to the high interdependence of money and foreign exchange markets worldwide, the swap rate is equal to the difference in the interest rates between the two currencies. Any deviations would instantaneously trigger interest rate arbitrage movements eliminating them again.
For example, if the interest differential were higher than the swap rate market participants in search of risk-free profits would have ah incentive to raise funds in the market with the lower interest rate, swap them into the other currency, invest the amount for the respective period at the higher rate and then reverse the transaction at the end. The conditions of the reversal would be fixed at the beginning by the forward leg of the swap. The cost of this transaction would be the swap yield which is determined by the difference between spot and forward rate. Another possible strategy would be to raise funds at the higher interest rate, swap them into the lower-interest currency and invest them there. Since the swap yield is always paid to the buyer of the lower-interest currency the result should be the same. This relationship is known to all market participants, and prices are constantly adjusted correspondingly, so that those kinds of deviation are extremely rare.
Due to these close links to the money markets swaps are often considered as credit rather than currency instruments. A swap alone contains no foreign exchange risk. The dealer contracts both to pay and to receive the same amount of currency at specified rates. As the Bank for International Settlements puts it, 'Since currency risk is replaced by credit risk, the transaction is conceptually different from spot transactions'.
8 As the Bank of England 7 Foreign exchange swaps must not be confused with currency swaps which are a combination of interest rate and currency instruments. A currency swap consists of an exchange of streams of interest payments in different currencies for an agreed period of time and of principal amounts in different currencies at a pre-agreed exchange rate at maturity. But this does not mean that swaps are not used for currency speculation. The 'credit view' neglects the dual role swaps play in today's foreign exchange markets. With a swap currency risk can be replaced by credit risk, but, as already mentioned, it need not. In combination with a spot or outright forward position a swap enables the dealer to hold and prolong an open foreign exchange position and, at the same time, keep a highest possible flexibility. To cite the Bank for International Settlements once again, "...foreign exchange swaps are often initiated to move the delivery date of foreign currency originating from spot or outright forward transactions to a more optimal point in time. By keeping maturities to less than a week and renewing swaps continuously, market participants maximise their flexibility in reacting to market events.'
11 This appears to be one reason 12 why the volume of swaps has risen so much in recent years -the years in which financial crises occurred ever more often and became ever more severe -and even replaced the spot market as the biggest foreign exchange market segment.
The Protagonists
Liquidity and cost considerations require a direct market access for most expectation-driven foreign exchange transactions -in particular, those extending over a short time horizon. The foreign exchange market is largely an interbank market. Interbank transactions account for 83 per cent of all transactions in 10 In recent years, many yen/dollar transactions were done for these reasons. See also Beate Reszat: The Japanese Foreign Exchange Market, London 1997, p. 48.
11 Bank for International Settlements, op.cit., p. 18. 12 Although it is not the only one: for example, beside the mentioned hedging and money market transactions swaps are also used in a strategy known as swap-rate arbitrage, which is a technique for speculating on variations in the swap rate, i.e. the interest differential. See for the details Beate Reszat, op.cit., pp. 60 ff. London, the world's leading centre of foreign exchange, where trading with other financial institutions is nine per cent and with non-financial customers only seven per cent (Table 2 ). In the United States, the Number Two in the world, the situation looks slightly different. Here, the share of interbank trading, which is traditionally lower than elsewhere, fell in recent years, which is mainly explained by a greater use of automated order-matching systems, and now makes up about 49 per cent, still leaving the banks as the largest group.
Banks trade mainly spots and swaps. Outright forwards account for only, seven per cent of total turnover in London and 11 per cent in the United States. Most transactions are short-term by nature with the bulk of forward and swap maturities of seven days or less (Table 3) . Although information is a scarce good in this area, taking risks seems to pay for the banks, in particular in times of turbulence. For example, most of the world's leading institutions could be seen making large profits on the currency front out of the Asian crisis as increases in foreign exchange trading revenues of American banks in the third quarter of 1997 demonstrate which in some cases ranged between 60 and 100 per cent (Table 4) . There is a long-standing debate about the nature of these revenues. The banks hint at the increase in customer trading in times of crisis. Rising volatility encourages speculators among their customers to bet on exchange rate moves, and companies and fund managers to rely more strongly on hedging. On the other hand, the comparably small share of customer trading in the market, and the sheer volume of market turnover compared to flows of trade and investment worldwide, indicate that this cannot be the whole story.
Whose transactions are driving the market? In foreign exchange interbank trading, concentration is high and the circle of protagonists is limited. There are
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an estimated thirty to forty banks in the world which are internationally active in a narrow sense making two-way prices in multiple currency pairs in usually more than one trading centre. In London, the top ten banks account for more than 40 per cent of turnover, 14 Concentration is even higher in trading in emerging-market currencies, the main targets of recent speculative attacks. In the US market, in April 1998, there were 15 dealers reporting transactions of $250 million and more in Thai baht, 14 in Brazil real, five in Korean won, and only two in Chilean peso and Russian ruble respectively.
15
The need for specialization explains why in those currencies transactions are mainly done by a small number of banks. Only the biggest institutions with the greatest financial strength can afford the risks in these narrow and often illiquid markets and this highly volatile environment. Although there are no direct data and at best anecdotal evidence of the activities of individual banks, some idea of the main protagonists can be gained from an annual foreign exchange poll conducted by' the magazine Euromoney among banks' clients on the one hand, including individuals at industrial and commercial corporations, financial institutions and state agencies, and chief dealers and heads of foreign exchange on the other. The results indicate that the circle of institutions at the top is almost always the same. Table 5 shows the top ten financial institutions in foreign exchange ranked by market shares and those which are considered "best" in the main foreign exchange trading centres. Table 6 lists the top ten in trading in emerging-market currencies. Except for Tokyo, there is a small circle of western banks dominating the overall scene. Those, as well as a few others, are the obvious target group of policy efforts to cope with financial instability. It is the banks in this group which need to be integrated into a broader concept of international cooperation to contain financial crises. The question is what such a concept should look like.
Policy Implications
Among all financial market segments the foreign exchange market, and the constraints it places on monetary policy, is the most often cited example of how globalisation and financial integration challenge the sovereignty of national governments and regulatory authorities. 16 In general, there are three kinds of A second policy option is offensive intervention where countries themselves become global competitors either searching to provide an attractive environment for global companies within their own territorial boundaries or lobbying other countries on behalf of the worldwide activities of their domestic corporations. In international finance, examples can be found for both strategies. On the one hand, financial centres such as London, Frankfurt and Paris try hard to create favourable conditions to attract foreign banks, and on the other hand, countries' politicians and financial authorities sometimes deliberately seek to influence international negotiations and regulations in a direction that would benefit the international activities of their domestic financial institutions at the expense of others. 18 The drawback of this approach is that offensive interventions easily end up in a kind of ruinous competition between states leaving all of them worse off.
A third option for coping with the challenges of globalisation is known as global public policy. This concept was developed as a direct reaction to the observation that, generally, nowadays the activities of multinational firms no longer take place within national boundaries but extend to 'a much broader and more fluid geographic space ', 19 resulting in a mismatch between political and economic geography which is weakening the internal sovereignty of states. Financial services are only one example of this trend. Global public policy aims at realigning the political with the economic geography. Under this concept states' sovereignty is no longer defined by territoriality but on a functional or sectoral basis. This requires a qualitatively new form of cooperation among countries corresponding to the structure of global corporate networks.
Global public policy does not aim at establishing a global government. There is no attempt to create a new Bretton Woods system or any other form of institution or rule governing financial markets from above, which in all its inflexibility would be considered unsustainable. Rather the concept adheres to the idea of global "governance" addressing the operational and not the formal dimension of state .sovereignty. Global public policy is structured around legally nonbinding international instruments. An example is the capital-adequacy rules of the Basle Accord for internationally operating banks, a framework which was developed and agreed globally, but implemented and monitored on a national level. Two features of this policy are crucial for its success: compliance and enforcement.
The approach relies strongly on the divisibility of state sovereignty and the principle of subsidiarity. Policy is formulated taking a global perspective, but implementation is delegated to lower regional, national or even local levels as far as possible making use of existing bureaucratic structures and institutions. Besides, governance does not necessarily imply government. Stressing function, it may refer to any actor or institution that is in the best position to support the operationalisation of the concept. This includes local actors which may play an important role in collecting data and enforcing and monitoring globally agreed rules and standards. Policy-making may be 'outsourced' to nonstate actors, 'to businesses and their associations, labor groups, nongovernmental and nonprofit organizations, consumer groups, foundations and other interested parties, or a combination thereof' 20 benefiting from their often better information and understanding of the issues.
For example, for the international financial system one could think of both national and international private-sector institutions and organisations participating in the various stages of policy formulation, implementation and monitoring, such as bankers associations, the Institute of International Finance or the Group of Thirty and, as an extreme form of horizontal subsidiarity, individual financial institutions in self-regulation. One proposal worth mentioning in this context is for each bank to have its own 'moral intelligence officer' whose task would be to hinder excessive speculation from inside while, at the same time, a network of international organisations and institutions like the IMF, the World Bank, big banks and NGOs would monitor bank behaviour, exerting pressure by threatening to publicise any offenses.
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What would be the aims of such a global public policy approach for international financial markets? There are two aspects. The first is an increase of information and market transparency to detect vulnerabilities affecting the international financial system at an early stage. The second is to change bank behaviour by establishing a kind of best practice guidelines, rules of conduct or standards to develop a market culture characterised by financial institutions showing less greed" and more responsibility for the whole.
How could this be achieved? Traditionally, central banks and national supervisors have a wide range of formal and informal ways of influencing markets. If moral suasion does not work, direct regulation including a closer monitoring of banks' foreign exchange transactions as well as various forms of restraints acting as 'circuit breakers' . under internationally agreed, well-defined circumstances to guarantee a level playing-field might become an alternative. There are pessimists who doubt that banks' daily business,could be regulated in this way efficiently. However, recently issued sound practices for banks' interactions with highly leveraged institutions by the Basle Committee on Banking Supervision are one example which demonstrates supervisors' scope and optimism in this respect.
Conclusions
In February this year, the G7 initiated a new Financial Stability Forum. It will be comprised of representatives of national authorities, international financial institutions such as BIS, IMF and World Bank, as well as international supervisory bodies and expert groupings from central banks who will meet twice a year. The forum was criticised by some observers as just another paper tiger demonstrating the politicians' helplessness in the face of increasing market turmoil. But, after some modifications, it might well develop to an important starting-point for the establishment of a network for a global public policy promoting greater stability.
One of the main drawbacks of the approach so far is its failure to integrate the banks themselves into the process of formulation of standards and policy implementation. The concept still smacks too much of topdown governing with all its well-known inefficiencies. Another weakness is an implicit focus on financial systems and institutions in emerging markets. As demonstrated above, at least some of the problems arising in a crisis lie at the heart of western financial institutions. A third danger is the concentration on macroeconomic developments and macroprudential aspects neglecting the role of the many microdecisions made hourly and daily in the banks' trading rooms which are driving the market.
The Financial Stability Forum is intended to closely monitor economic and political fundamentals. But this alone will not suffice to guarantee the authorities' timely reactions since fundamentals are not the only determinants of market expectations. Experience has shown that in particular in times of crisis herd behaviour and a reliance on 'instincts' prevails. In addition, with increasing turbulence expectation horizons become shorter and market participants' attention shifts more and more to technical indicators such as graphs and other statistical tools from chart analysis 22 since changes in economic fundamentals are simply too slow to respond to the dealers' frantic search for new information. In this way, the market in a sense artificially 'constructs' its own material on which to base expectations which then often become self-fulfilling. Therefore, closely monitoring and judging market movements from inside -a task for which banks in self-regulation might be perhaps best suited -seems indispensible to get early warnings of where crisis looms. <
The process of international cooperation to coordinate policy reaction to growing international financial instability has just begun. The efforts made so far will certainly not avoid the outbreak of the next crisis. But a decided reaction signalling the authorities' intent to redefine responsibilities in order to come to a new, more stable market culture may be a first step to contain its spread and limit contagion. 
